
FEDERAL RESERVE press release 

For immediate release January 10, 1992 

The Federal Reserve Board today issued a revised 

Supervisory Policy Statement on Securities Activities to become 

effective on February 10, 1992. This policy statement supersedes 

the Supervisory Policy Concerning Selection of Securities Dealers 

and Unsuitable Investment Practices issued on April 20, 1988. 

The new policy statement was developed under the 

auspices of the Federal Financial Institutions Examination 

Council ("FFIEC1') and was recently adopted by the Board. It 

addresses the selection of securities dealers and requires 

depository institutions to establish prudent policies and 

strategies for securities transactions. 

In addition, the policy defines securities trading or 

sales practices that are viewed by the agencies as being 

unsuitable when conducted in an investment portfolio, indicates 

characteristics of loans held for sale or trading, and 

establishes a framework for identifying when certain mortgage 

derivative products are high-risk mortgage securities which must 

be reported as securities held for sale or for trading. 

The Board's supervisory policy statement is attached. 
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rznmmkd~tobeusedintheselecticnofasecurities 

dealer: 

thenee3t.c dizcmentard iuplem2ntprudentpolicies ard strategies 

for -ities, whether they are held for inv estherrt,*,or 

forsale,ardtoestablishsystmnsardintemalcontmlsthatare 

designedtoensure that -ities activities are ODnsistent with 

the policies ard strategies; 

certain-ities~andsalespracticesthatareviewedby 

thefederalf~ial~~onregulatorsasbeingunsuitable 

whencol-du~inaninv~ portfolio, thereby precluding the 

use of the amxtized cn5tbasi.s of acccmtirq for-ities 

holdiqsresultinqfnmsu&practices. 



The substance of ah institution's securities activities determines 

whsAY.hW securities reported as inves&sH.s are, in reality, held 

for trading or for sale. Securities held for trading must be 

reported at market value and securities held for sale must be 

reported at the lower of cost or market value. Theguidance 

regardins securities held for sale or trading is also applicable to 

loans held for sale or trading; 

high-risk mortgage securities that are not suitable investmmt 

portfolio holdings for depository institutions. lhese securities 

my only be acquired to reduce an institutioh's interest rate risk 

and must be reported in the trading account at market value, or as 

assets held for sale at the lower of cost or market value. 

Examiners my seek the orderly divestiture of high-risk mortgage 

securities that do not reduce interest rate risk. Gth~plxdl.lcts 

with risk chax-acteristics similar to high-risk mortgage securities 

mybesubjecttothe-supervisorytreatment;and 

dispropx-tionately large holdings of long-term zem-cmpon bonds 

that are considered an inprudentinvestmentpractice. Such 

holdings will be subject to criticism by examiners who may seek 

their orderly disposal. 



Inammkerof caseshk.redqcsitayinstitutica-sengagedinspecmlativeor 

other nm-imesbmt activities in their investmerrt portfolics, the portfolio 

~placed~r?el~ontheadviceofa-itiessales 

representative. Sa~depositoryinstitutimshavefailedkecauseofthir 

speculative -itie5 activities. Otherinstitutianshavehadtheireamirqs 

oropitalinpaired~thepracticalli~~~oftheir-iti~erodedby 

mrketvaluedepreciaticn. Many of thesepr&lenS aaiidhavekeenavoidedhad 

scmxl plzceduw teen followed. 

~factorsledtothedevelcpaentofasupervisorypolicystatemerrtonthe 

%electionofSecllrities Dealersar-dUnsuitableInves+mmt Practices"thatwas 

aFprwedbytheFederalFinancialInstiMi~EJQminati~CJuncil("FFIEC')in 

Ap?Al 1988. lhatpolicy s-tatxinmt ex@asizedthe importance of lam~irqthe 

-itiesfimswithwhan a depasilxnyinstitxticmdoes~iness andalso 

dealtwithcertainregiiatmy aaxzemspertainirqixspeculativearrlother 

activities inprcperlycamiedart inaninstitution*s inve portfolio. 

Inadditicm, itidentifiedrisks asscciatedwithstri~uv~~ 

securities, residuals, and zem-aqan lzc&.s~-1udedthattheymayte 

unsuitableinvestments for the vast majority of depositmy irstitutims. 

This superviso~policy statemerrt supersedes the April 1988 policy Statmsmt by 

providing additional infonmtion onthe develqmmt of a portfolio policy amI 

strategies for -itiesardcn securities practices that are imqprcpriate 
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for an inv&xat aammt. Italsodixssesfactorsthatnustbe-idered 

x&enevaluatin3~ the xqcrtig of an institutim~s imnMmmt pOafoli0 

holaings is-istentwithits intent&ability. Inadditicm, this policy 

statxr5mtamtainsexyrkdguidamxonthesuitabilityofaquirirqaxd 

holdiqxmrtgqe derivative products, othersimilarproducts, andZ~carpon 

brxds. 



.szcrIoN 1: SEECl'IcNOFsElllRITIEsLEMEFS 

ManydepositoryinstiMi~relyanthe~iseandadviceofa-iti~ 

=l==rep resentative foreticms amcenGqprcposed inves&ants and 

inveskent strategies and forthetimirg andpriciq of -ities 

transactions. Manyoftheproblensdepository~itutiolr.have~i~ 

withtheir -ities activities muld have been avoided had sanrl pe 

been follcrwed. 

It is essential thatthenenagemant of a depository institutionhave sufficient 

knculedqeabaltthe securities firms ardparsonnelwithwhcmtheyaredoirg 

business. Adepxitoryinstituticnshculdnotengagein-ities 

transactionswitharry -itiesfirmthatis~~l~topraridemnplete~ 

tilrelydisclosure of its financial a&it&n. ~shouldreviewthe 

securities firm's financial statenkxts andevaluatethefirm~sabilitytohonor 

itsaxani~keforeenterirqintotransacti~withthe firmand 

periodicallythereafter. Anirquiryintothegeneralrepltaticmofthedealer 

also isnecessary. Theboardofdirectors, 0ranKpmpriate cmslitteeofthe 

board',skuldparicdicallyreviewaniapprovealistof securities firmswith 

wixmmaMgenentisauthorizedtodobusiness. Ihebcardoranapprcpriate 

mrrnitteethereof~dalr,periodicallyrariewandapp-limitsonthe 

ecuJnksarKltypesof~ctionstobe ezcuted with each authorized 

-ities firm. Limitstobe-ideredsh~dixludedollar aaKamt.s of 

~~~,~fekeepiW~, rqx&asetransactions, securities 

lAn appropriate committee of the board is a committee whose 
membership includes outside directors or whose actions are subject 
to review and ratification by the board of directors. 
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Ataminim.m, depxitmy institutica~~ skuld axhderthe fol1CWi.W in 

seledingardretainirqa-itiesfirm: 

(1) 

(2) 

(3) 

(4) 

Iheabilityofthe securitigdealerandits sutsidiaries oraffiliates 

to fulfill azmitnm2ntsasevidencedbycapital~,liquidityarrl 

cpxatirqresul~. Thisevidencesixuldbega~frauakmt 

finalxzialdata,atmualreports,creditreports,andother~of 

finarcial infomtion. 

lke dealer's general rqmtaticm for f ina~ialstabilityardfairard 

tiQnestdealingswithcustnoers. otherdqcsitoryir6tiixticmsthathave 

teemorarecllrrently cusbmrsofthedealershouldbecontacted. 

Inthseinsbnxswhenthe~tuticmreliesupontheadvioeofa 

dealer's sales rep resentative, the bae of the sales rep- tative 

withwhanbusiness willbe~inonkrtodetenninehisorher 

cqeri-andqzertise. 



InacMiticn, tlnabmrdofdhxctors (oranapprcpriate axmlitteeoftheboazd) 

mstensurethatthedepcsitaryinstituticm's~ basestablkhed 

aFpmpr~~P~ to&tainardmintainpcsse5sicmorccntrolof 

s0zurAies~Inthisregard.pnx2ms4 -itiesamI~ 

agreementwllateralshDuld~ybeleftinsafekeep~withsellirg~ers 

when: (1) thskoaxdofdirectorsoranapp~riateccnmitteethereof is 

ampletelysatisfiedastothecr4ihmrthimssofths securities dealer and 

(2)theaggregatemarketvalueof~iti~heldinsafekeepin3inthis~ 

iswithincreditl~~ti~thathavebeenapprovedbytheboardof~~ 

(or an apprcpriate axm+Aee of the board) for InSacm4~ctions(seethe 

CctAer1985 F'FTE2 policy statement entitled 'aeplrcfiase'~ of 

Depository InstiMimswithSecmities Dealers andOthers"). Federal credit 

unions,whenenteriryintoareplrchaseagreewrt with a broker/dealer, arenot 

~~tomaintainthecollaterdLwiththebmker/dealer(~Part703of 

the Nationdl Q-edit union Admhktmtion rules and regulations). 

Aspart0fuIepEces.s ofprovidiqcmzrsight-adepcsitory i.r&itution's 

relatiomhi~with -itiesdealersthekoardofdirectorsmaywishto 

mrrsideradqtirq a policy amzemiq amflictsofhterestwhenerployeeswho 

aredi.mctlyixNolv~in~irq~selling -ities forth depcsitory 

institutionarealsoeqaginginpersonal -itiestransactionswiththese 

-seaxitiesfinr6. 

Ihe ImarAmy alsowish to adqt a policy a&icable todirectors, officers, 

~anplayees amcemhqthe receipt of gifts, gratuities, ortravel cxpemes 

frmappIwml -itiesdealerfim6andtheirpersmml. (AlsOSeeinUlis 
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amect.icmtheEnnkBsiberyAct, 18IEC215,andintmpzCvexeleeeee.) 



A portfolio policy is awrittendescriptionof authorized securities 

investment, tmdiqar-dheld forsaleactivitiesan3thegoals aMcbjectives 

the institicm~tcatiwe~suchactiviti~. Strategies are 

writtmdescriptionsofthewaynmqeumt i.nk&tnachiwetheseg0alsani 

Cajectivesarrl~daddress mamgmmt's plar2s for eacfi type of -ity 

(e.g., U.S. !Weasmies,u0rQa~backd -ities, etc.) thatwillke used tc 

carry aR tha pxtfolio policy. Thepxtfoliopolicy and strategies Mdbe 

-istentwiththeinstitution'smerallbusiness plan hiti may involve 

tradirg, held for sale, and imrestment activities. Hmaver, semritiee trading 

activityshaAdcnlybecc&mted inaclcselysupemi.s&tradingaammtby 

instib_&imswithstrwqcapitaland earnhqsa.Madeqmteliquidi~. Each 

ixtimion's portfolio policy and stratagiee nust deemike anticipated 

imrestmentactiviti~~eitheriderrtifyarrticipatedtradingandheldforsale 

activiti~orstatethattbe~~~willnotenterintoanytradingor 

held for sale activities. 

Semritiesactivitieemstbeamkct03 inasafeamlsam2imrmer. Each 

depmitory~itution'~boardofdirectors~drwiewardaFprwethe 

werall portfolio policy an3 managanent's dcammkd strategies annually, or 

~refrequentlyifapprcpriate,ard~approvalsrmstbeadequatelY 

daamnented. Furtkrmre, theboard of dinxbrs or an aFpropriate amnittee 
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tkreofshaildreviewthe~tuticn's -itiesactivitiesardholdiqsno 

les~thanguarterly. Ihebcnrdofdirectorsoranapprcpriate~~ 

thereofshculdalsowerseetheestablishmentof aFprcpriatesystans~ 

intemalcontrolsthatanadesignsdto~ that-itiesactivitiesarrl 

holdingsare-isterrtwiththestrategiesofthe~rtionandthatthe 

inplemant3ticnofthestrategies renmins amsistent with the portfolio policy~s 

objectives. 

~develcpirqitsportfoliopolicyard strategies, an instituticn shculdtake 

into aoxunt sucfi factors as asset/liabilityposition, asset concentrations, 

interest rate risk, liguidity, credit risk, market volatility, ard-gement's 

capabilities~desiredrateofreturn. Ifthebcandofdirectors of a 

depository institution fails to adcptpolicies and strategies related to 

-ities orifan instiktion failstoadheretothepoliciesardstrategies 

aFprovedbyits~ofdirectors,examinersmaydeterminethat-orall 

securities are held for sale or held for trading. held for sale -it&s 

rust be reported at the laker of cost or market value and trading activities 

rustberqortedatmarketvalue. 

Fmprr, ~‘qofsearrities?ictivities 

Securitiesnustbe reported inaccordancewithgenerally accepted acccuntirg 

principles (GAAP)' aaxsistentwiththe instituticm's intent to trade, to hold 

'In those cases where a difference in the interpretation of 
GAAP arises between an institution and its primary federal 
supervisory agency, the supervisory agency will require the 
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for sale or tc hold for imrestment . 

Dqceitoryinstitxticm' ’ portfolice areunbbimdtop~~ide eamings 

consistentwiththesafety factcrsofguality,nn+airity, marketability, ti 

risk diversification. Securities that are puchas&tcaaxeplishthess 

cbjectives~ybereportedattheirarrprtizedcostcgllywhenthedepmitory 

instibxticmhasboththe intent and abilitytoholdthe assets forloiq-m 

inv~puposes.~cti~ entemd into inauticipaticmof takirqgains 

on short-termpricemvemnts aremtsuita_bleasinve&nant portfolio 

practices. S~&transactiousshmldonlyke comkcbdinaclceelysupervised 

securities trading a- tbyiustituticnsthathavestmngcapitalard 

eamingsardadeguateliguidity. Securitiesholdings that do nctmeettb 

reporting criteria for either investsent or tradirg portfolios must be 

designatedasheldforsale. 

Tmding inthe imesbmtpo*folio is cbracterizedby ahigh vclueeof 

plrchase and sale activitythat, when considered iulightof a short holding 

period for -ities, clearlydemmstmtes e's intent tc profit fmm 

stmrt-texmprioemveinents. Ins1~3sibatims,afailuretofollaw acccunting 

aJx.i reporting standards a@icabletotradiqaazmnts sayresultina 

misstatement of the dqxeitoxy institution~s i.IDXFaarrlotherplblished 

financial data a&the filing of inaccura teregulatofyrqorts. Itisan 

-fearKlunscmd pr3cticetoreport securities holdings thatresultfrcm 

trading transactici-suSirqreportiq stardanlsthatare i.ntedd for-ities 

institution to prepare its supervisory reports in accordance with 
the agency's interpretation. 
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hsldforhwsbentpqcees. SemritiesheldfortradingnuStbereportedat 

marketval~,withmrealizedgainsardlceses reccgnizedinam-entinmme. 

pricesusedinperiodicrevaluatiomshculdbeabtainedfmmscuroeS thatare 

b&pm3mtofthesecuritiesdealerdoirgbusiness withthedegceitcry 

instituticm. Wien prices are intemally estimated by the portfolio manager 

(whenreliable extemal price quotaticms are mt available), w shard he 

reviewed by parxns indeperdent of the portfolio maMgenent flREtial. 

ApatternOfitltBmittent~eS~Cti~illtbeillV~ porkfolio my 

sqqestthatseaxrities cetmsiblyheld as long-tennpxtfolioasset~ are 

ac+xally held for sale. securitiesheld for salemstbe rqcrted atthelmer 

of cc& ormarketvaluewithmrealizedlcsses (and mwveries of unrealized 

l-)beingn3qnizedincLxmmtincaae. Itisan-feandunvxrrd 

practicetoreportsecuritiesheldforsaleusirqreportingstanhrdsthatare 

intended for securities held for investment pxpmes. 

1tistheslbstanm of an imtitutirm~s seaxities activities that detmmines 

wkether~itiesrepo~asteirqheldasinvestmnt portfolio assets are, 

in reality, held fortradiqor for sale. Exmberswillparticularly 

scnrtinizeirrstiMiarsthat~itapatternorpracticeofreporting 

significant anumt.sofrealizedgainscmsalesf3mntheirinvestm2nt portfolio 

an3 that have significant aiuamts ofumecqnizedlceses. If in the examiner's 

ju3qznt sucfi apracticehas ouurred, sams or all of the securities rqorted 

asheldforhvesbmtwillbedesiqnatedasheldforsaleorfOrtrading. 

Cn the other hard, infrequent imesbmt portfolio Biq activities 
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thatare-i~artinccnj~~withaprudentarerallbusiness plan and 

thatdonotresultinapattemofgainsbeirqmalized~l- bins 

deferr%2cminvestuent portfolio securities will generally be viewed as an 

acceptableipractice. .%&activitiesusuallywmldmt result in 
theredesignaticmofsea~itiesheldforinvestment as seolrities held for 

tmding or for sale. 

Amakeroffactorsnustbe-ide?xdwhenevaluatiqkhether thereportingof 

adepositor_y in5tituticm~s inve portfolio seaxitiesholdkqs is 

-istentwith mnqemnt's intent for su& holdings. Saw of the factors 

relat~toinvestment pxtfolio semrities for eacfi reportingperiod h-cl&: 

(1) 

(2) 

(3) 

thedollaramxmtofgains realized frmsales in relationtothe dollar 

anumtofl- realized frausalesiurlin relationto mrealizedlcsses 

for othex invesbnent portfolio -ities; 

the dollararfamt ofgah an21- realized fnmsales inrelatimto 

netirvxlneardcapital; 

theln&erofsalestrarsadiarrsresultingin~andtheramS3er 

resultinginl-; 

(4) thqrcssdollarvolum of -itiespm%ases anl sales: 

(5) therapidityofbnmwer, i.ml~-iderationof the 

lengthoftime -ities are mined prior to sale, the 
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lerrgthoftime -itiesareheldafteranmrealized 

gainisevidmt,andthereMiniy life of the security 

the time of sale: ti 

at 

(6) therxascms fortl-bedepxitory imtitutim'senaging in 

specifictransactions;andwhetkrthesemasonsare 

-istmtwiththeportfoliopolicyand stratqies. 

Scmeofthefactorsthatalsolrustbe-ideredtoevaluatethedepcsitoIy 

instituticm's abilitytoamtinwtohold investment portfolio -ities 

inclu2e: 

(1) 

(2) 

(3) 

(4) 

the saxcesandavailabilityof m; 

theabilitytometnnryincallsandcver-cc llateraliz.aticm rqukmmb 

relatedtoleveragezlholdiqs: 

theabilitytoamtinueasagokq-cnncam ardtcliquidateassetsinthe 

Ixxnnlmoftusiness. 
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Repcatingof~AeldforSaleor~ 

KistoricdLly,depositoryinstiMionshavetendedtoholdl-untilmaturity. 

Cansequently,theaFaFaFaFaFaFaFaFaFaFaFaFaFaFaFaFaFaFaFaFoflcx~erofmstormarketM_lue~to 

po~~of~theloanportfoliohasnotbeenanissue~inthosedepositoly 

instituticns that have regularly originate3 or m l- for plrposes of 

subsequerrtsale. Nevertheless,aswithdebt securities, reportingl- at the 

l-ofcostormarketvalueisrequiredwhenthe~~~doesnothave 

bththe intmt andabilitytoholdthesel- forlcarg-tenn investment 

P=I==e. 

Rtefactorslistedabaresharldalsobe-idered~evalua~~~the 

rqortirq ofl- is consistentwith mmagem&*s intentarrlabilitytohold 

ulel-. A pattern of originating l- at yields belaw mrket an2 

~ysellingthesnatpar-theyield~~~marketisanother 

factorthatwillbe-ideredwlwevaluatingmanaganerrt~sirrtent. 

The follmirq activities raise specific supervisory m. nIefirstsix 

practicesareomsideredmsuitablewhenthey ccmrinadepositnry 

institution's investnext portfolio. 2Z&practicesskuldcnlybeanxhzt&in 

anapprcpriately mntrolleda~~I segregated badirq or held-fez-sale portfolio. 

practices seven ardeightinvolvean institiicn'stramferofcontmlover 

iniividual assets, segmnts of the portfolio, or the entire portfolio tn 
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P-- or aztqnnieslmaffiliatedwiththejnstil=lltion. Insucfisitxatims, 

thedepositoryinstituticglclearly~l~hastheabilitytoholdthe 

affected securities for ime&mnt pnposes ard su& -itiesshouldbs 

reported as held for sale. Theninthpracticeiswhollymacceptableuxkrall 

Circlmrstances. 

In additicm, 0zrtai.n of ths follcwiq pxactices may violate state law in 

certainstab~~. Stx~deposito~jnstitutica-!saretherefore 

cauticnsdtoansultwithth4rstatesuparviso~. 

Thinstrading” is dmracteriz.&bythepxchaseofa serurityasan 

investment portfolio asset ard the subqumtsaleofthatsame-ity 

ataprofitaftera short-termholdirgperiod. S0zurities thatcamotbe 

sold at a profit are retained as inve portfolio assets. lhese 

"lc6ers"areretair&intheim!estment portfolio because i.nvS 

portfolio holy are accounted for at amrtized cost, ard losses are 

no~lynot ?_wqnizedLmlessthe sezrity is sold. Gairrsb?diDJOfb 

results in a portfolio of securities with one or mre of the follmirq 

dmracbA.stin: exten%dmabrities, la+ar cr&itquality, highmarket 

depreciation, arrllMtedpracticalliq.Ldity. Frquentp.1~2~~ ax-d 

sale activity, ambiredwith a slm*-termholdirqparicd for sazurities, 

clearlydt?xm&mtes~' s intent to profit frcmsho*-term price 

nwanents. misindicatesthatother securitiesheld in the investment 

portfolio may also be held for trading or for sale. 
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InmanY-, "gainstrading"ilm1vesthetmding0f'wherr-issued" 

-ities,theuseof'Cpairaf~'transacticms (inzluAingtmnsactions 

involving off-&lame sheet amtracts), or *~wrpomtP or %xtemkd 

ett16nentsw becausethese ~ativepractiozs affordanqzfmtmity 

for sutsbntial price chan3es to oazur before paymmt for the -ities 

isdue. 

2. 'when-IssuePSefxritiesTr%dirg 

‘when_issued” securities trading isthekuyingard~selliqof-ities 

inthepericd betweenthe~ofanoffer~andthe i.ssumm 

~pqmentdateoftkesecurities. Apnsbserofa%hewissuc3Y 

-ityacqkesalltherisksandrwaxdsofownirqa -ityandmy 

sellthe'khn-issued" -ity atapmfitbeforehavkqto take 

delivery ilnd pay for it. Fwsbses and subsequent sales of securities 

duringthe%hen-issuePperiodmaynotbe minabank's 

portfolio, kut are reqzded instead as a tradiq activity. 

3. "paizcoffs" 

A S@4.r-off*m is a -itypnxhase bansactionthatis clced4 or 

sold at, or prior to, settlemmt date or fxpixation date. "Pair-offs" 

may also involve optimal or mardatory off-balarce sheet contracts (e.g., 

swap5,optionsonswqs,fomard cmmi~ardcptionsonforward 

cclmlirn). 
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In a '@&--off", an hwstumt portfolio lDmagerwillccmnitto~ 

asecurity. aW, priortothepredeterminedeettl~date, the 

portfolio mamgerwill'Cpair-off"thepm3a.sewithaealeofthe- 

securitypriarto, orcm, theoriginal e&U&date. Pmfitsor 

lcesesonthetrarsactionsaresettledbyfmepartytothe~ctical 

remittiIxJtothe ccuntm-WthedifferenceW -mm 

eale price. Lib? 'when-issued" trading, '@air-offs" pxmit an 

i.netitimto~ateca~ -itiespriceumenmks wiulouthavingto 

pay forthe securities. SuAtmneactiomareregankdasa~tradirg 

activity. 

4. c01porateor ExtenkdSettl~ 

Regular-way settld for traneacticme in U.S. GavennrwtardFederal 

agency -ities (otherthanmrtgag&~cked ardderivativeproducts) is 

onebusi.nese dayafterthehadedate. ~ar-wayeettlemerrtfor 

wqorate an2mnicipdl securities and stri@U.S. 7baem-y -ities 

an3similarproducts iefivetmsimssdaysaftertbtrdedate. In 

ac?ditilm,regul- yeettlenentfortmnsactionsinimr@agebackdand 

~~deriMtivepmductsvarigandonbeupto45to60Qysafter 

badedate. 

meuseofanexteded or corporate eettld ndhcd for U.S. Gove 

-ities ~adanextmdedeettlensmtpericd(mrethan5 

tusiness day;) for stri@ U.S. Treaeuy-ities adsimilarpxrxhcts 

appears tobe offeredbysecuritiesdealers inorderto facilitate 
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speculatianonthpartofthe~, sirdlartathepmfit 

cpp~rbmitie3available in a '*fP'tramacticm. Zheueeofa 

settlementperiodin exceeeoftheJquJ. -yeettlemntpericd 

appmpriateforan~ard,inanyeventbeycrd60dalfi,inorder 

to facilitate spemlaticn is axsider&a trading activity. 

5. Reqoeitionkq Rqurdmx Ages 

A lepositicnbq zzqm&as~isafundingMqueoftenusedby 

dealerswh3 erxxmqe speculationthxughtheuseof t'gainstradiq,~ 

'pair-off," ?heri-isswd tmdim~,~~ and %xpn-ate br exterded settlement" 

trarisactions for -ities ti& camot be sold at a profit. The 

repcsi~~replrchaseagreement isa-icepmvidedkythedealersc 

thekaqercanholdthe spezulativepceitionmtil itcanbe sold at a 

gain. ==tuyerWwl~ -itypayethedealerasml.l%ar.yin~~ 

thataFprcorimatestheactuallcssintheesuri~. medealerthen 

agmestofum3thepnxhaseofthe-itybykuyingitbackfmnthe 

gamhasruMeraresaleagreemL ?mydealerfimnzingt_lz&nique~ 

aearepositioniqregmxbsagmeumt th3ti.eusa3tofundthe 

speollative~of-itieemaybe indicativeof securities that 

mre aoquired with the intent to resell at a profit at or prior to 

settlezm~I~orafterasho*-termholdirqperiod. lhisactivity is 

hhermtly speculative an~I is a wholly u-suitable investrrwt practice for 

depxitoxyinstitutions. Securitiesaaquiredinthismamer tidke 

repxtedaseitherixadingaccanrtassetsoras -ities held for sale. 
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6. short sales 

Ashortsaleisthesaleofa -itythatismtawned.Ihepqcseof 

a shortsalecgenerally istnqeculateonthe fallintkpriceofthe 

-ity. Slnxtsalesarekansa&icaxsthatshculdhaczm%chdasa 

+zradiqactivityard,then~ intk investmentpxtfolio, they 

are-ideredtoba umuitable. 

Ashortsalethatinvolvesthedelivexyofthe -ity sold short by 

bo?wxc&q it fmnthedqcsitory instituticn's invesbant portfolio 

skmldmtkerqortedasaskc-tsale. Instead,itshmldbarepo~ 

asasaleofthem2erlyirq -itywithgain or loss rmxqnized. 

shortsalesarenot pannissible activities for Federal umlitmicms. 

7. IklegatimofDiscretionaryInv~ mthority 

SanadsgcsitoryimtiWtior?shavedelega~theplrchaseardsale 

authority foralloraportionofthsir imesbmt -itiesprtfolio 

toarrm-affiliatedfirmortoanirdividualwfioismtanerployeeof 

the imtituticmoroneofitsaffilia~. Suhadslqationofa~rity 

isinte&edtocbtainahighertotalxetum on the portfolio than the 

instiMicnuxld realize if itmmag&the portfolio itself. Men an 

in5titutionhasdelegatedswbauthoritytn a -affiliated firm or to 

-0rrmreindividuals~arenotenployeesofthedepository 

institutionoritsaffiliates, UksnthedqcsitoIy imtitutionmlorqer 
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has the ability to amtml its - securities and all holdings forwhich 

~authorityhasbeenQlegated~bereportedasheldforsale. 

Ihe centralized management of B portfolics of affiliated 

depositoxyinstiMia-sbytheparenthol~ampanyoranotbar 

affiliateisnotordinariy-ideredtobethedelegationof~~ 

authority. 

InvestmentauthoritywillalsollDtbe-idereddelega~to 

unaffiliatedparties~ adqcsitory institutim's portfoliormnager is 

rquired to authorize a recomTerded ~~33~9 or sale transaction prior to 

its executicn and the portfolio manager, inpractice, reviews such 

Btions and-, in fact, authorize ~transacticns. 

8. coveredcalls 

lhewritingofcoveredcalls isancpticmstrategythat, fora fee, 

srantsthebuyerofthecall~~theri~tto~asecllrity 

cwnadby the cptica~writeratapredeterminedpricebeforea specified 

futuredate. mecpticm fee3 receivedbythewriting(selliq) 

depoeitoryinstituticnprovides iname and has the effect of increasing 

the effective yield w the portfolio asset Vovering" the call. 

3Recognition of option fee income should be deferred until the 
option is exercised or expires. The covered call writer shall 
value the option at the lower of cost or market value at each 
report date. 
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cxwemdcal1pn3gxamhavebeenpmmtedash4@rqstrdtegiesbecause 

thefeereceivedbythewritercanbeusedtooffsetalimited~of 

potentiallcss inthepriceoftheurderlyk~~-ity. If intmxst 

ratesrise,thecdllcpticPlfeeonbeusedtopartiallyoffsetthe 

declineinthemarketvalueofafixedrate -ityorthe imzxws4 

costofmarketrateliabilitiesusedtoQlry~-id. Hcwever, 

thereism ~thatancptianfeewill~letelyoffsetthe~ice 

dxlinemthesecurityorthe' lccst of liabilities andthe 

resultingY?3iwedspreadbetwm thehstitutim'sre~cmassetsand 

fLm3rqask. 

Asapracticalmatter,thegainrma -ityozveredbyawriti33call 

islimitedtntheanumtofthedifferenoebetween tlmcarry~val~Of 

the -ity aMthe striJ~~5prir33 atbhichthe -itywillbecalled 

away. The potential for losses cmuleaJver& -ity isnct similarly 

limited. In an effort to cbtain hi#nx yields, sauz portfolio mnagers 

havemkhkenlyreliedonthetheoretical hedgingbenefitsofccvexM 

call writing, ardhaveplrchased exter&d maturity U.S. goverment or 

F&exalagencysecurities. lhi.sp~~I5cecansignificantlyixxe3se 

risksta)cenbythedepository~~i~by~~~toamaturity 

misna~betweenit.sasset.san3itsfuMhg. 

InstiMicPls shmld only initiateaawerxd callprqram for -ities 

whenthebardofdinctnrsoranKpnpriatebzd camitteehas 

specifically qrwed a policy permitting this activity. Thie policy 

mst set forth specific procedures for amtmlling covered call 
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strategies, inzlM.irqzmx&keqi.ng, reporting, a~~IreviewOfa&ivity, 

aswellaspruvidirq for Kpmpriatemmgemmt informationsystemto 

rqmrtthe?cxslllts. Simethepx&aseroftkecallacqukes theability 

tocallthesecurityawayfmmtheinstiMicprthatwritesthe~~, 

theabilityofthat~~iontormtinuetoholdthe security rests 

withanartsideparty. Securities held for investment againstwhicilcall 

cpticmshavebemwritten skuldthereforeke xwiesignat&as held~for 

saleardreportedatthel-ofaxtormrketvalue. 

Fkxeever, if an cption amtract mquiresthewritertosettleincash, 

ratherthanbydelivering an inveshentportfolio kity, the 

institiionwritinqthe qkicmmaintains the abilitytohold the semrity 

am-,u= ssuritymayberqmtedasaninvestmnt. Illthis-, 

thecpti~muststillbereportedattlaelowerofcostormarketvalue. 

Cmeredcdllwritirqisnota permissible activity for Federal credit 

Imic8ls. 

Vdjust&tradir# isapractice involviqthesaleofa -itytoa 

brokerordealerataprioe~~p_ilingmarketvalueanlttE 

sinultansus~~~ofadifferent -ity, fresuenUya 

lower grade issue or- with alorqermturity, at a price qreaterthan 

its market value. Thus,thebmkerordealerisreinJxlrsedforlcsseson 

theplrchasefmthei.nstiMimand ensured a profit. SI&I 
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i2mmacCm ~riatelydeferthe recognitionoflcssescmthe 

-ity soldan3establkhan excessive reportedvalue forth newly 

acquired security. fkmqmMAy,suchtrarrsact~arepmhibiteaand 

may te in violaticm of 18 U.S.C. se&ions 1001;False Statemmts or 

Ehtries and 1005~False Ehtries. 
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Mortgagederivativepxducts imlude CcUateralizsd~~obligatica-bs 

("ams"), Isal Estate MoTTlqage v -ts (‘~cs”), Qm and REMIC 

residuals,tiStri~ mrQage-Back& Ssawities (YiMBSs~~). The cash flcws 

frmthemrtgages~lyingthess seanzitiesarsredirededto-tstwor 

mIeclasses withdifferentmaturityorrisk~deristicsdesi~tomeeta 

variety of investorneeds anApreferemes. 

Sa~mxtqgedsrivativspmducts 6xh.ibit axsiderably mrs price volatility 

thanmDrmT=sor~mortgagepass-~ -ities an3 can sxpose 

investorstosignificantriskoflossifnotIMnagedinasafeardssund 

mrmsr. lhispricevolatility iscaused inpartbythe unazrtaincashfl~ 

thatresultfrcm~intheprepaymerrtratesof~~y~~~~. 

Inaddition,becausetheseproductsarecclrplex,ahi~degreeoftechnical 

expwtiseis~to umMstxdhcrwthsirprices&cashfl~mybehave 

invaricusinterestrateardp~~env~. kueover,becauseths 

seccmhy market for - of these prcdwts is relatively thin, they may be 

difficulttolicgidateshmldtheneedarise. Finally, there is additional 

uncertaintybeca~~variantsoftheseirrstnmwtswntinuetibe~ 
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andtheirprioeperformanceundervaryingmarketand econcmic conditionshas 

notbeantested. 

A general principle underlying this section is that mortgage derivative 

products possessing average life or price volatility in excess of a ban&mark 

fixed rate 30-year mortgage-backed pass-through security are "high-risk 

mortgage securities" and are not suitable investnmnts. All high-risk mortgage 

securities, as defined in detail belaw, acquired by depository institutions 

after February 10, 1992, next be carried in the institution's trading account 

or as assets held for sale. 0n the other hand, mortgage derivative products 

that do not meet the definition of a high-risk mortgage security atthetime of 

purchase should be reported as investments, held-for-sale assets, or trading 

assets, as appropriate. Institutions must ascertain no lessfrequently than 

annuallythatsuchpmxlucts remainoutsidethehigh riskcategory. 

Institutions that hold mortgage derivative products that meet the definition of 

a high-risk mortgage security must do so to reduce interest rate risk in 

accordancewith safeand s~undpractices.~ Furthermore, depository 

institutions that purchase high-risk mortgage securitiesmustdemonstratethat 

they understand and are effectively managing the risks associated with these 

4Notwithstanding the provisions of this supervisory policy 
requiring the use of high-risk mortgage securities to reduce 
interest rate risk, this supervisory policy is not meant to 
preclude an institution with strong capital and earnings and 
adequate liquidity that has a closely supervised trading department 
from acquiring high-risk~mortgage securities for trading purposes. 
The trading department must operate in conformance with well- 
developed policies, procedures, and internal controls, including 
detailed plans prescribing specific position limits and control 
arrangements for enforcing these limits. 

26 



irr&mmb . levels of activity involving high-risk mortgage securities should 

bereasoMblyrelatedtoan institution's capital, capacitytoabsorblosses, 

and level of in-houserna~gementsophistication ard M. -rcpriate 

-gerial a& financial contmlsimstbe inplaceandthe institutionmust 

analyze, monitor, and pnidently adjust its holw of high-risk mortgage 

sezuritiesinanenv' mnmxmtof &anqingpriceanj.maturity expectations. 

Priortotaking a position in any high-riskmxtgage security, an institution 

shaiidan-ductananalysistoensure that the position will reduce the 

institutim'swerallintemstraterisk. An institution shculdalso consider 

the liquidity and price volatility of these prcducts pribr to purchasing them. 

Circurmtances in tic31 the puchase or retention of high-risk mrtgage 

securities is deemdbythe appmpriate federal regulatory authority to be 

corrtrary tc safe and sourdpractices fordepositay institutionswillresultin 

criticism by examim~, whomay require the orderly divestiture ofhiqh-risk 

nm-tgage semrities. purchases of high-risk mortgage securities prior to 

February 10, 1992, generally will be revimed in acaxdame with 

previcusly-existingsuperviso~policies. 

Securities an3otherpraiucts, x?&_herca.miedonor off the balance sheet 

(suchas CNswap, butexclMirg-icing assets), having risk 

characteristic5 simila_rtohi~-riskmortgage semritieswillbe subjecttothe 

sarrre supervisory treatment as high-riskmortgage securities. 

L3rq-term zero mupon bonds also exhibit significant price volatility 

van institutiontoconsiderable risk. Disproportionately large 
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of these instnmmtsmaybe consideredan iqxudent investment practice, which 

will be subjecttocriticismbyemmimrs. Insu&lirEtamS,ewminersmay 

seekthe orderlydiqceal of scam3 orallof these -ities. Assets slated 

for diqoeal are repmted as assets held for sale atthelcwer of cc& or 

marketvalCe. 

ovennWoftheseuRities 

A. mBssamsistoftwoclasses of securities with each class receiving a 

differentpxtionofthemnthly interest ardprincipal @ash flchm fmnthe 

un3erlyirqlm~ge-b-am -ities (WFS') . Initspurest form, anMRS is 

converted into an intemst-only (lBIO") strip, where the inve&or receives all 

oftheintemstcashflmstinoneoftheprincip3l,ardaprin&pal-only 

("PO") strip, where the investor receives all of the principal cash flu.6 and 

none of the interest. 10s andms havehighlyvolatileprice &mmzteristics 

based, in part, ontheprepaymntvariability of theunderlyingmrtgages. 

Therefore, 10s an3 m will nearly almys met the definition of high risk in 

this policy. 

S?xm a market perspective, 10s and F0s have relatively wide bid/ask spreads 

mqartx3 toimrtgage-backed securities. This decreases the effectiveness of 

SME3s as interest rate risk reduction tools frm a price sensitivity 

perspectivetecauseinterestratestiprep3ynksntsnesdtochaxqebya 

significant aumntbefore the price at which the -ity can be sold (i.e., 

the bid price) will exceed the price at which the security wa5 e (i.e., 
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the ask price). 

B. ~anlRFMIcS,hereinaftercalled~,havebeendwelopedinresponse 

toinvestorcc~reqrdbqtheuncertaintyofmshflows asscciatedwith 

Meprepaymentoptionoftheunderlyingmortgagor. AWcanbe ccllateralized 

directlybynurtgages, kutmreoften i.sccllateralizsdbykBSs issuedor 

gunranteedbytheGc=n=nt National Mortgage Association @WA), Federal 

National1rQageAsscciation @WA), or Federal Hms Ican~rtgageoDIporation 

(RILMC)andheldintrustfor~investors.Inwn~toMBSsin~~cash 

flu&is receivedproratabyallsecurityholders, the& flm frcmthe 

nmtgagesunderlyingaCXJ issegmmtedandpaid inacccrdancewitha 

predetenrked priority to investcrs holding various CR%? tranches. By 

allaatingtheprincipal and interest cash flu+is frcantheurx$arlyinga3llateml 

amDngtheseparateCM5tranches,differentclassesofbondsarecseated,each 

withits own statedmaturity, estimated average life, coupon rate, and 

prepaymant&a?x&eristics. NctwithsbMiqtheiqmTameoftheCXI 

stm&ure to an evaluation of the timiq and aiuxmt of cash flaws, it is 

essentialtoumi~ thecouponratesontherrprtgagesunderlyingthe~to 

assess the prepayment sensitivity of the a40 traxhes. 

C. Residuals, inthetraditional sense, are claims on any excess cash flows 

frcmaCX3issueorotherasset-backed seauityreiminiqafterthepayaents 

due tc the holders of the other cl- an3 after tzust administrative expames 

have teen mat. lheeccticvalueofaresidualis a functionofthepresent 

value of the anticipated excess cash flows. lhese cash flms are highly 

sensitivetoprepayrrwts anlexistinglwels ofmrketinterestrates, andthe 
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mortgagesundS1yingthecPDuUstbeLm3B&xd inorderto assessthis 

sensitivity. Acumiiqly, rest of these residuals meet the definition of 

high-risk inthis policy. Other factors affectingthenmrketvalue Of 

residuals include a lack of liguidiw and a wide bid-ask price spread. 

In addition, the 1986 legislation creating the FENIC structure reqires that 

oneclassofeachREMICissuebedesigMtedtheresidual interestfortax 

pxpcses. ~ofthese~cresi~sarenotresidualsinthetraditicndl 

sense. 

Ingeneral, anynnrtgage derivative product that exhibits gr&x.rprice 

volatility than a bxchnmrkfixedratethiAy-yearrmrbgage-backedpass-thnmqh 

securitywillbedeenmdtobehighrisk. For purposes of this policy 

statement, a %igh-riskwrtgage -ityVV is defined as any mortgage 

derivative product thatatthetire of purchase, orata subsequent testing 

date, meets any of the follu.&?g tests.5 ~ngeneral, anrxtgage derivative 

productthatdoesnotmeetanyofthethreetestsbelowwillbeconsideredto 

be a T-xm-high-risk mx-tgage security." 

%hen the characteristics of a mortgage derivative product are 
such that the first two tests cannot be applied (such as with IO.?.), 
the mortgage derivative product remains subject to the third test. 
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(1) 

(2) 

(3) 

AveraoeLifeTest. 'Ihe mortgage derivative product has an 

m weighted average life greater than 10.0 y-. 

Averaoe Life Sensitivitv Test. The eqzec&d weighted average life of the 

mortgage derivative prcduct: 

a. extendsbymoIethan4.oyears, asmnGqaninm&iateandsustained 

parallel shift intheyield-eofplus 3OObasispoints, or 

b. shortrnIsbyn~rethan6.Oyear-s, ass&rtganirmmediateand 

sustained parallel shift in the yield -e of minus 300 basis 

points. 

Price Sensitivitv Test. The estimated change intheprice of the 

wrtgagederivativeprcduct isuorethan 17 percent, duetoan innmadiate 

and sustainedpe?zallel shift in the yield-e of plus orminus 300 

basisp3ti.6 

'When performing the price sensitivity test, the same 
prepayment assumptions and same cash flows that were used to 
estimate average life sensitivity must be used. The only 
additional assumption is the discount rate assumption. 

First, assume that the discount rate for the security equals the 
yield on a comparable average life U.S. Treasury security plus a 
constant spread. Then, calculate the spread over Treasury rates 
from the bid side of the market for the mortgage derivative 
product. Finally, assume the spread remains constant when the 
Treasury curve shifts up or down 300 basis points. Discounting the 
aforementioned cash flows by their respective discount rates 
estimates a price in the plus and minus 300 basis point 
environments. 

The initial price will be determined by the offer side of the 
market and used as the base price from which the 17 percent price 
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Ina@yi.nganyoftheabaretests,allofthem+rlyingassm@ions 

(incl~prqaymnt ammptions) forthemzSzrlyingcollateral mstbe 

reasomble. All of the assumptions urderlying the analysis msthe available 

for exminer review. For exanple, if an institution's prepayment aSu@ionS 

differ significantly frmtheuedianprepaymntassmptions of several mjor 

dealersasselected.by~, theexamhxsmayusethesemedianprepayment 

assmptions indeteminhgif aparticularmxtgagederivative pruluct ishigh 

risk. 

lheabovetestsmybe adjusted intheeventofa significantmzmmmtin 

mrkethherest rates or to fairlymeasure the risk characteristics of new 

imrtqage-tackeflprcducts. Furth-re,eachagency reserves the right totah 

such action as it deem appropriate to prevent circmvention of the definition 

of a high-risk wrtgage -ityanlother starrlards set forth inthis policy 

sL?hm?nt. 

Generally, a CW floating-rate debt class will not be subject to the average 

life and average life sensitivity tests described above if it bearj a rate 

that,atthe~ofplfihaseoratasubsequenttestingdate,isbel~the 

ccmtractual cap on the instmmnt. (An institutionmypurchase interest rate 

contracts that effectively -p the hstrment.) For puqxses of this policy 

&Aement, a CXI floating-rate debt class is adebt classwhose rate adjusts at 

least annuallyona one-for-onebasiswiththedebtclass's index. The index 

imstbe a conventional, widely-usedmrketinterest rate in&x such as the 

sensitivity test will be measured. 
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Io!xion Ilhzbaa Offered Fate (Lnm) * n~erse flcatiqrated&tclasses are 

not included in thedefinitionof a floating rate d&t class. 

Priortoplrchase,adep3sitoryinstiMion~determine~~~a~~ge 

derivative prcduct is high-risk, as defined atxwe. Aprospectussupplemntor 

athersupport~analysisthatNlydetailsMecashflawscoveringeachof 

the secmitiesheldbythe institution shmldbe obtained ard analyzedpriorto 

pxdmse and retained for examirm review. manye=-&aprmpectus 

suppleaentshculdbeobtain&assmnasittecmes available. 

Nonhic?h-risk Ym-baqe Securities 

Mortgage derivative products that do nut meat the definition of high-risk 

mortgage securities, at the tima ofplrcfiase skculdte reported as investmnts, 

held-for-sale assets, or trading assets, as appmpriate. 

Institutions must asmx-tainandd~ prior to pwchase and no less 

fresuenuythanannuallythereafterthat~~~-riskmortgage securities that 

are held for invesbwnt -in outside the high-risk catqory. If an 

institution is umbletomkethesedeteminations through interml analysis, 

it m&t use information derived from a source that is independent of the party 

fnmwhrmthepruluctisbeinqpwchas4. star&rdiMustrycalmlatnrsused 
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in themxtgag~relatcd securities marketplace ara aazeptable~and are 

considwxdirdependentsources. In order to rely on such Me@& analysis, 

institutimsare responsible for ansuringthatthe assu@ions urderlyingthe 

analysisardtheresultingcalai~ationarereasonable. Suchdoclmw tation will 

besubjectto axminarrwiew. 

Amrtgage dbrivativepxduct thatms not ahigh-riskrmrtgage securitywhen 

itwas plrchased as an investmmtnnylater fall inIx theh.ighAskcategory. 

If this OQXVS, the~~gederiMtivep~~~beredesig~tedasheld 

for sale or trading. Once amortgage derivative prcducthas bendesignatecl as 

high-risk, it my be rcdesigmtecl as mnhigh-riskonlyif, at the eml of two 

cmsecutive quartem, it does not meet the definition of a hig+risk mxtgage 

security. Upon redesignation as a nonhigh-risk secmrity, it,does not need to 

betestsdforanotheryear. 

Hiqh-FGskKx-tqaqe Searcities 

An institxticmrnay only acquire ahigh-riskumtqagederivativeprcductto 

reduceitsoverallinterestraterisk.(InstiMionsmeetingtheguidance 

established in fcotnote 4 mayalsopurchasethese sexritie.5 fortrading 

pxpxes.) An institution that has a-high-risknurtgage securities to 

reduce interest rate risk needs to manage its holdings of these sezurities 

because of their sukstantial prepqmnt and average life variability. Such 

imnagcmsnt jmplies that the institutiondoes r&have both the intent and 

ability to hold high-risk mrtqage securities for long-term invesbsnt 
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prpses. Acmrdirgly, high-risk mx-tqage searitiesthat~beingusedto 

reduceit&xestra+zariskshouldnotberepxtedasinvesbauts at amrtized 

cost, txtmstba repart as tradisq assets atunrketvalue or asheld-for- 

sale assets atthel-of czst ormrkatvalue. 

In appropriate circlmstances, ewminersnny seekthe orderly divestiture of 

high-risk~rtgageseolritiesthatdonotredu~interestraterisk. These 

securities mst be reported as held-forsale assets at the lm of Cost or 

market value. 

An institution that - or plans to squire high-risk tirtgage securities mst 

havearmnitoringandreportingsysteminplacetoevaluatethe~and 

actualparformnce of such securities. The institution mstcomduct an 

analysis that shm that the proposed acquisition of a high-risk mortgage 

securitywillreducethe institution's overall interest rate risk. Subsequent 

to pxchasa, the institutionmst evaluate at least guarterlywhether this 

high-riskmxtgage securityhasachmllyreducadMzrestraterisk. 

!Ihe institution's analyses performed prior to the plrchase of high-ri& 

mrtgage securities andsubseguentlytlm-eafte.rmstbe fullydocmen ted& 

will be subject to eximimr review. This reviewwillinclude ananalysis of 

dll~io~usedby-g-tregard~theinterestra~riskassociated 

with the institution's assets, liabilities and off-balance sheet positions. 

Analysesperfomedard-rdsamstructedtojustifypurchasesona 

post-acguisition basis are unacceptable and will be subject 

criticism. Relianceonanalysesanddcamran tation obtained 
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xmascmble 

securities 

shmldalsomCntaindoams&ation demxstmt~thatittcok 

stepsto assure that the prices paid for high-risk nmtgage 

representedfair~value. Generally, price guoks shaiLd be 

cbtained frun at least ~WJ bmkers prior to executing a trade. If, because of 

themiqueorprcprieizrynatureofthetrmsactionorproduct,orforo#er 

legitimate ~EESXS, priceqwtes mmotbe &tained fnmmre thanmebmker, 

mnqenmtshmlddmmmtthereasons fornot&taining'sucfiquotes. 

In addition, a depmitozy instih_xtionthatmms high-risJcmr@age securities 

uustdemmskate#atithasestablishedthefoll~: 

(1) 

(2) 

(3! 

Ahard-apprwedportfoliopolicywhichaddresses 

Cajectivesthe institiion~ toadkvethra@~its -ities 

activities, imhiingintemstrateri.skr&uctioncbjectiveswith 

reqecttmhigh-riskrmrtgage securities; 

Limitsmtheanumte 

rmrtgage -ities; 

of flm& thatimybe cmmitt&tohigh-risk 

specific fi.rmx2ia.l officer reqmsibility for ard authority over 

-ities actzivities imolvirg high-risk mortgage -ities; 
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z,a%quate infoKmation systws; (4) 

(5) 

(6) 

procedures for periodic evaluatim of high-riskmxtgage eecuritiee and 

theiracbalperfonrance inr&xirqhterestraterisk:aM 

mrcpriate intemal ccntrols. 

Iheboardof~~,oranaFpmpriateccmnitteethereof,ardthe 

institution's eenior mmagemb should regularly (at least quarterly) review 

all high-riskmxtgage eemritieetodetehnebihethrtheee instrumerrtsare 

adequatelysatisfyiqthe interst rate riskrsxlucticmobjectives set forth in 

the portfolio policy. l'hedepositoryinstiixticn'sseniornnnag~shaildte 

fully)marledgeable~therisksassociatedwithprepaymentsandtheir 

suWqxnt iqactonitshigh-riskmortgage securities. 

Failure tomnplywith thispolicywillbeviewed as anunsafe ardunecmd 

pECt.ice. 

Fur&ass of high-risk mxtgage securities prior tc February 10, 1992, 

generallywillbereviewedinaocordanmwithprwicusly-existing~~ory 

policies. 

Securities and ctherpticts, uhether-iedcnorofftheh3lanoz sheet 

(~asQ3)swaps,butexcluding-ic~assets),~v~cfiazacteristiffi 

simila_rtctk.se of hi*-riskmx@age eezuritieswillbe subject tithe- 

supervisory mbm.mt ashigh-riskmrtgage securities. 

37 



Zero-caupon, Qtripped" and certain Original Issue Discount ("OIW') sxan-ities 

are priced at large di scounts to their face value prior to maturity and exhibit 

significant price volatility. %tripped8~ securities ars the Miarest or 

principal porticms of U.S. Govenmkant obligations (whichare separatedand sold 

todepository~instiMionsintheformofstrippedcarpons orstrippfxlbonds 

(principal)), STRIPS, and such proprietary products as CATs orTIGRs7 Also, 

deep discxmmt OID bonds have been issued by a number of'municipal entities. 

Althoughconsidered free frcmcreditriskif issueddire2tlybytheU.S. 

Garernment,longermaturitiesofzerocoupon,stripped,and~~tOID 

products (generally, remaining maturities exceeding ten years) have displayed 

extrema price volatility. Therefore, disproportionatelylaqelorq-maturity 

holdings of these instnrments, in relation to the total inve&nent portfolio or 

totdlcapitalofthedepositoryinstitution,aremnsideredan~~~ 

investment practice. Suchholdingswillbe subjecttocriticisnby~ 

'STRIPS (Separate Trading of Registered Interest and Principal 
of Securities) is the U.S. Treasury program that permits separate 
trading and ownership of the interest and principal payments on 
certain long-term U.S. Treasury note and bond issues that are 
maintained in the book-entry system operated by the Federal Reserve 
Banks. CATS (Certificates of Accrual on Treasury Securities) and 
TIGRs (Treasury Investment Growth Receipts) are proprietary names 
for a form of coupon stripping that has been developed by 
securities firms. The securities firm purchases U.S. Treasury 
securities, delivers them to a trustee, and sells receipts 
representing the rights to future interest and/or principal 
payments from the U.S. Treasury securities held by the trustee. 
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who.may seektheorderlydispxal of saoeorall of these seaxities. 

securities slated for diqcsal nust be rqnrted as held-for-sale assets at the 

lu~3~ofcstormarbtvalue. 

severalstateshave~,orareoolsidering,regulationsthatprchibit 

sta~banksfran~~~~ystri~orotherseolrities 

dkassedabwe. Aaxxdkqly, stateshartered instibtionsshculdamsult 

wj.ththeirstate regulatorcmnmmkg thepxmissibilityofthesepxchass. 
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